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Real convergence 
in the Community 
The period 1986-90 has witnessed a reduction in real 
income disparities in the Community. The relative 
position of three of the four least-favoured countries, 
Spain, Ireland and Portugal has improved in each year 
of this period. A further reduction in disparities is 
forecast for 1991 and 1992 for these countries. The 
position of Greece, however, has deteriorated over the 
years 1986-90 and a further disimprovement is forecast 
for 1991 and 1992. 
As graph 1 clearly shows, the second half of the 1980's 
marks the resumption of the real convergence process 
in the Community. The worldwide economic slowdown 
which followed the first oil price crisis brought about an 
initial standstill and subsequent reversal in the rapid 
process of convergence which had characterized the 
period 1960-1975. In 1986, the real convergence process 
started again following structural improvements in a 
number of Member States and the development of 
favourable growth conditions in the Community 
economy as a whole. 
• Analysis of the period 1986-1990 suggests that the 
following factors are crucial to a continuation of the 
catching-up process in the Community over the next 
decade : 
- a committment on behalf of the least-favoured 
countries to policies which provide a firm foundation 
for sound and sustainable rates of growth in real 
GDP. 
■^  a dynamic growth performance in the Community as 
a whole. 
- national efforts being supported by the Community's 
structural funds resources and other financial 
instruments. 
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The term 'economic convergence' encapsulates two quite 
distinct processes. The first is a gradual convergence towards the 
best results for the economic variables which, more directly, 
influence exchange rate stability (inflation, unit labour costs, 
budgetary positions, etc.). This process, crucial to a successful 
transition to Economic and Monetary Union, is usually referred 
to as 'nominal convergence'. The second form of economic 
convergence is the approximation of economic and social 
conditions (e.g. standards of living/rates of unemployment) 
throughout the Community. This second long-term process is 
usually called 'real convergence' and progress towards its 
objectives is commonly measured by the reduction of existing 
disparities in the relative levels of GDP per capita between 
Community regions and countries. There is no contradiction 
between the pursuit of nominal convergence and the longer-
term process of real convergence since nominal convergence 
creates the conditions for sounder economic growth. The 
present study is only concerned with the process of real 
convergence. 
The reduction of income disparities amongst its regions and 
countries is one of the Community's fundamental aims. 
Concern about this problem has been consistently expressed at 
all stages of the Community's development. More recently, 
Article 130a of the EEC treaty as amended by the Single 
European Act called for a strengthening of economic and social 
cohesion in the Community. The accession of Greece, Spain and 
Portugal in the 1980s had clearly underlined the importance and 
necessity of greater real convergence. Furthermore, it was 
realized that progress towards closer levels of integration would 
be greatly facilitated by the narrowing of economic and social 
differences. 
The following study is divided into two sections. The first 
section points out the pertinent trends with regard to 
convergence in the 1960-1992 period as a whole and the 1986-
1990 period in particular. It also discusses the short-term 
outlook for convergence in 1991 and 1992. The second section 
attempts to isolate those factors which have played a crucial role 
in determining the pace of convergence in the Community over 
the period 1986-90. As the study limits itself to the macroecon-
omic aspects of the convergence process, countries, as opposed 
to regions, are a more appropriate level at which to conduct such 
an analysis. 
GRAPH 2: Hypothetical catching-up of EUR 4: 
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This process of real convergence was brought to a standstill in 
the 1970s with a relatively more pronounced slackening of 
growth rates in EUR4 in the wake of the first oil price explosion. 
By and large, the weaker Member States reacted to the oil shock 
by attempting to maintain a high rate of growth through 
expansionary economic policies. This choice, shared also by 
other Member States, may have led in the short-run to the 
preservation of higher growth, but in the medium-term it led to 
an acceleration of inflation and the emergence of unsustainable 
internal and external imbalances. The end result was therefore 
that the inevitable income adjustment had been delayed and, 
perhaps, exacerbated. 
This period of standstill, or in some cases reversal, in the 
catching-up process, continued unabated from the mid-1970's 
until the mid-1980's. The second half of the 1980's, however, 
witnessed a welcome resumption in the catching-up process of 
the least-developed countries, excluding Greece. Gains in the 
relative position of Spain, Ireland and Portugal have occurred in 
each year of the period 1986-1990. Forecasts for 1991 and 1992 
suggest a continuation of these favourable developments for the 
latter three countries (see table 2). 
RECENT DEVELOPMENTS & SHORT-TERM 
PROSPECTS 
Over the period between 1960 and the mid 1970's, productivity, 
living standards and the very structures of the EC economies 
gradually converged. There was a significant reduction in 
regional disparities. The relative position of the group of four 
least-favoured countries improved by over one third despite the 
fact that one of the four countries, Ireland, just maintained its 
position. In fact, if this trend had continued over the subsequent 
15 year period up to 1990, the four least-favoured countries as a 
group would now have a per capita income roughly equivalent 
to the average for E U R 12 (see graph 2). Even excluding Spain, 
which by its very size strongly influences the trend for the group, 
the three other least-favoured countries, would now have an 
average per capita income close to 80 % of that of the 
Community. 
TABLE 2: Relative GDP per capita (EUR 12 = 100) 
I960 1975 1985 19S6 1987 1988 1989 1990 1991* 1992* 
Greece 38,7 57,4 56,8 55,8 54,2 54,3 54,1 53,4 52,8 52,4 
Spain 59,6 81,1 71,8 72,2 73,9 74,7 75,9 76,7 77,1 77,8 
Ireland 60,8 62,8 65,2 63,5 64,9 65,2 67,2 68,8 69,2 70,4 
Portugal 38,8 52,3 52,1 52,7 53,8 54,0 55,2 56,2 56,9 57,7 
EUR 4 52,7 71,8 65,9 66,0 67,1 67,6 68,7 69,3 69,6 70,2 
* forecasts (nov. 1990) 
Following the dismal performance of the post oil crisis period, 
the improvement in the catching-up process in the Community 
in the five year period up to 1990 was a welcome development. 
Overall, the relative position of Spain, Ireland and Portugal, 
improved from 67.7 percent of the Community average in 1985 
to an estimated 72.3 percent last year. This amelioration in the 
convergence position in the Community was achieved at a time 
of comparatively strong economic growth in the overall EC 
economy (see table 3). The strength of economic activity 
undoubtedly helped the least­favoured countries to sustain a 
rate of increase in per capita incomes of close to 4 percent over 
the period. This rate of increase was 1 1/4 percentage points in 
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Spain, Ireland, and Portugal showed steady progress over the 
period (see graph 3). All three managed to consistently improve 
their position in the Community's income table. Portugal's rate 
of increase was 1 3/4 percentage points higher than that of EUR 
8, Spain's was 1 1/2 points higher and Ireland managed to grow 
at a rate which was 1 1/4 percentage points higher than that of its 
Community's partners. 
The Commission's latest economic forecasts (Nov 1990) point 
to a continuation in 1991 and 1992 of this favourable trend in 
convergence for these three countries. Notwithstanding a 
marked slowdown in the Community's overall growth rate, 
these least­developed Member States should continue to grow at 
rates which are well in excess of the average for the rest of the 
Community. However, it should be pointed out that the pace of 
the convergence process is forecast to slow down relative to 1989 
and 1990 and this may be a reflection both of the expected 
slowdown in the Community's overall rate of growth and of the 
need for some of the least­favoured countries to correct internal 
imbalances which could jeopardise a continuation of the 
catching­up process. 
GRAPH 3: Relative per capita incomes in 
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The consistent improvement in the Spanish, Portuguese and 
Irish positions since 1986 was unfortunately not mirrored by the 
performance of Greece. Ongoing structural problems in the 
Greek economy have until now prevented a resumption in the 
catching­up process. Per capita incomes grew at rates which 
were substantially below the average for EUR 8 and its relative 
position deteriorated as a result. This trend is unfortunately 
expected to continue in the period covered by the short­term 
forecasts (1991­1992). 
Despite the resumption in recent years of real convergence in 
three of the least­favoured countries and its forecast continu­
ation in 1991 and 1992, a sense of complacency is not justified. If 
the present forecasts are realised, average GDP per capita in 
1992 will still be around 45 percent below the Community 
average in Greece and Portugal, 30 percent below in Ireland, 
and 22 percent below in Spain. Overall, for the four countries 
combined, per capita incomes will still be 30 percent below the 
average of the Community as a whole. (See Graph 4). 
GRAPH 4: Expected GDP per capita in Greece, Spain, Ireland 
and Portugal in 1992 
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UNDERLYING FACTORS DETERMINING 
DEVELOPMENTS IN THE REVIEW PERIOD 
Investment is the single most important factor in determining the 
medium to long­term growth path of any economy. The period 
1986­90 is encouraging in this regard as gross fixed capital 
formation in GDP in EUR4 as a whole increased steadily from 
19 1/2 % in 1986 to 24 % in 1990. 
Given the importance of investment to growth prospects, it is to 
be expected that patterns of convergence or divergence would be 
closely correlated with developments in investment shares not 
only in the period 1986­90 but also over a longer term 
perspective (see graph 5). This is indeed the case when one looks 
at the individual countries. For example, over the period 1960­
1975 Ireland, unlike Spain, Portugal and Greece, did not 
succeed in improving its relative income position in the 
Community. Over the same period Ireland had the lowest share 
of gross fixed capital formation in GDP of any of the least­
favoured countries. On the other hand, over the years 1976­1985 
Ireland witnessed an increase in its average investment ratio of 
nearly five percentage points to close to 26 % of GDP from an 
average of 21 % of GDP over the previous period. As a result of 
this significant increase in its investment performance Ireland 
managed to improve its income position relative to the rest of 
the Community by over 5 percentage points over the period. 
GRAPH 5: Convergence & investment shares ELR 4 
(GDP per capita, inv as % of GDP) 
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Spain, on the other hand, showed a marked decline in its relative 
position between the years 1976-1985 and was also the country 
which over the same period witnessed the largest decline in its 
investment ratio. Continuing adverse income trends in relation 
to Greece can also be traced to investment trends. Over the 
period since the first oil crisis there has been a steady decline in 
investment trends in Greece and the average investment rate in 
the years 1986-1990 was nearly four and a half percentage points 
lower than that of the sixties which was a period of marked 
improvement in the relative position of the Greek economy. 
Expectations of favourable trends in both profitability and 
demand developments are two of the most significant determin-
ants of levels of investment in any economy. 
Given the difficulties involved in estimating robust indicators of 
rates of return in some of the least-developed countries, 
attention will instead be focussed on assessing trends in real unit 
labour costs (unit labour costs deflated by deflator of GDP, 
RULC) because of their significant contribution in determining 
profitability developments. The period 1986-90 has witnessed a 
significant and necessary wage adjustment in each of the four 
least-favoured countries. More importantly, the rate of 
adjustment in EUR4 as a group is significantly greater than that 
which occurred in the other Member States. While real 
compensation per employee (increase in the compensation per 
employee deflated by the deflator of private consumption) 
showed an annual average rate of increase of 1.2 percent in 
EUR4 over the years 1986-1990, real unit labour costs (RULC) 
nevertheless declined by 1.3 percent on average over the same 
period (see Graph 6). This compares with a decline of 0.4 
percent in RULC in the rest of the Community. During the 
period as a whole therefore, the profitability of investment in the 
four least-favoured countries has benefitted from more 
appropriate wage developments relative to that in the other 
Member States. The resultant improvement in investment has 
helped initiate and sustain the resumption in the catching-up 
process. Over the longer-term, high levels of investment would 
sustain productivity improvements in the least-developed 
countries that could ensure a catching-up of real wage levels. 
6: Real unit labour costs 1986-1992 (1960= 100) 
100 
The short-term outlook for RULC is for a continuation of the 
trend of the most recent period. A further substantial wage 
adjustment is forecast for the catching-up countries with an 
average percentage fall in RULC of nearly one per cent being 
presently forecast for 1991 and 1992. These rates of decline are 
double the rates of decline forecast for the rest of the 
Community. 
Present and expected profitability developments are not the 
only factor influencing investment behaviour. Another signific-
ant determinant is entrepreneurs expectations about future 
demand developments. Expectations about domestic demand 
will obviously influence investment intentions. It is important 
therefore for internal demand to evolve in an appropriate 
manner. Maintaining high rates of investment and employment 
must not lead to unsustainable rises in consumption which 
would have negative consequences for inflation and external 
balances. Furthermore, pessimism or optimism with regard to 
external demand will also be reflected in shifts in investment 
programmes in the individual economies. This is particularly the 
case with the Community's smaller economies which depend 
heavily on intra-EC markets as outlets for their production. 
Dependence on the markets of their richer partners is one factor 
explaining the empirical finding that rates of economic growth, 
prevailing in the Community, have played a significant role in 
the initial convergent and subsequent divergent trend in the 
reduction of income disparities in the Community (see graph 7). 
The resumption in convergence since 1986 coincided with a 
marked upturn in the Community's overall growth rate. While 
the favourable convergence trend from 1986-1990 is forecast to 
continue in 1991 and 1992 its pace is expected to slow down. 
This may partly be a reflection of the reduction in the 
Community's growth rate being forecast for the period. 
— 5 -
GRAPH 7 : EC growth & real convergence: Rates of growth 
of EUR 8 & improvement in relative position of 
EUR 4 (3­year moving averages) 
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Community rates of growth appear to have also influenced the 
catching­up process in the past. For example in the years 1960­
1975, when inequalities in per capita income levels were cut by 
one third, the Community economy as a whole was in a very 
buoyant state. Real GDP grew at an annual average rate of 4 1 /4 
percent, a remarkable achievement in sustained economic 
growth. On the other hand, the reversal in the real convergence 
process over the next decade, 1975­1985, occurred at a time of 
marked slowdown in the economy of the Twelve resulting from 
the worldwide turmoil which followed in the wake of the energy 
crisis of the early 1970's. The Community's growth rate over the 
decade was an average of 2 percentage points lower than in the 
previous fifteen year period. 
Maintaining high rates of economic growth in unfavourable 
international circumstances would require a substantial 
improvement in competitiveness in order to avoid the develop­
ment of unsustainable balance of payments positions for the 
countries concerned. Balance of payments difficulties arising 
from failure to improve competitiveness in these circumstances 
normally lead to more restrictive domestic policy measures and 
ultimately to a period of slower economic growth. 
Real convergence has been measured as the reduction of existing 
disparities in GDP levels per capita between Community 
countries. Since it is per capita GDP levels that we are interested 
in, we are therefore obviously concerned with demographic 
developments. As with the period 1960­75, demographic 
developments did not significantly influence the good conver­
gence performance of the period 1986­1990 (see Graph 8). 
Population growth in the least­developed Member States was 
similar to the rates of increase in the rest of the Community. This 
contrasts with developments in the period 1976­1985 when the 
negative convergence pattern was exacerbated by an average 
rate of population growth which was more than four times faster 
in Greece, Spain, Ireland, and Portugal (EUR4) than in EUR8. 
Over this ten year period, the population of EUR4 increased at 
an annual average rate of 0.9 percent compared with 0.2 percent 
in the rest of the Community. These relatively large population 
increases in EUR4 in the period 1976­1985 were strongly 
influenced by reverse migratory flows. Over the most recent 
period 1986­1990, as mentioned above, changes in population 
have played only a minor role in the convergence of per capita 
incomes. Unlike the previous decade, however, population 
changes have actually helped the convergence process. Large 
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migration into Germany is the single most important factor 
explaining this development. 
CONCLUDING COMMENTS 
The period 1986­1990 provides interesting material in furthering 
our understanding of the factors which influence the catching­
up process in the least­developed countries. This review 
principally demonstrates that a significant improvement in real 
convergence is possible if appropriate policies are consistently 
adhered to. This realisation is a strong source of encouragement 
to present efforts to speed up the cohesion process in the 
Community. 
The review also indicates that the major responsibility for 
adjustment lies with the individual Member States themselves. 
They still retain control of the principal micro and macro 
economic policy measures on which the attainment of the 
convergence objective principally rests. National governments 
will have to ensure that the determinants of investment are 
protected and strengthened. Real wage moderation relative to 
labour productivity, combined with the maintenance of 
favourable demand conditions, are essential to protect invest­
ment profitability. 
The Community's role is to complement national efforts in a 
synergetic manner. It exercises this role through two main 
avenues. Firstly it promotes policies which ensure a continu­
ation of the successful growth oriented economic strategy which 
has been a feature of the Community's economy since the mid­
1980's. Secondly, the Community is helping to strengthen the 
underlying growth performance of the least­favoured countries. 
This was the principal aim of the 1988 decision to double the 
structural funds and is a clear example of the Community's 
desire to promote a more rapid convergence of the least­
favoured countries. 
An effective partnership of Community and national policies, in 
the manner described above, is one of the keys to a successful 
conclusion to the Community's convergence process. Such a 
partnership has been a feature of policy making in the 
Community in recent years with beneficial results in terms of 
growth and convergence. The successful resumption in the 
catching­up process in that period and its forecasted continu­
ance in 1991 and 1992 is strong evidence of the benefits to be 
gained from such synergy. 
15 March 1991 
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TABLE Α.6: Short­term interest rates (i) 
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TABLE A.8 : Value of ECU = 
BFR/LFR 
DKR DM 
DR PTA FF 
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TABLE A.9: Effective exchange rates 
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Principal Economic Policy Measures - January 1991 
Community (EUR 12) 
7.7 Council decides to abolish all customs documentation for intra-
Community exchanges on 1 January 1993. 
15.1 Work of intergovernmental conference on EMU begins at level of 
ministerial representatives. 
28.1 Ecofin Council carries out the first exercise of multilateral monitoring 
of economic developments and economic policies of the Twelve. 
Belgium (B) 
21.1 In three stages, the National Bank cuts the rates for one-, two- and 
three-month Treasury bills. As a result, the rate for three-month bills, the main 
instrument for guiding monetary policy, comes down from 10.05% to 9.85%. 
29.1 Entry into force of a money market reform which Consists of a change in 
the method of issuing Treasury bills, the development of a secondary market 
for Treasury bills and long-term OLO (Obligations Linéaires: Lineaire 
Obligatie) tap issues, and the introduction of new monetary policy techniques 
(e.g. the rate at which the National Bank will make end-of-day advances and 
the rate at which the banks will be able to redeposit their end-of-day surplus 
with the Rediscount and Guarantee Institute will be fixed, and the National 
Bank will be able to conduct open market operations). In order to guarantee 
the effectiveness of the new instruments, Treasury borrowing from the bank 
will be restricted. 
Denmark (DK) 
2.1 National bank increases discount rate by 1/2% to 9 1/2%. 
24.1.1991 Finance Bill passes through Parliament implying unchanged fiscal 
policy; DKR 1,1 billion allocated to indirect tax cuts. 
Germany (D) 
31.1 The Bundesbank raises key interest rates by 0,5 percentage points each. 
The discount rate stands now at 6,5% and the Lombard rate at 9%. 
Greece (GR) 
21.12.1990 According to a decision by the Bank of Greece. Greek firms are 
allowed freely to dispose of foreign exchange earned through exporting 
activity in order to meet their obligations in foreign currency abroad. 
31.12.1990 Increase of 0,25 of a point in interest rates on 2-year Treasury 
bonds to 24,50% p.a. 
2.1 Increase in the unit prices for tax purposes of real estate (the so-called 
objective values) in greater Athens. The increase is 85% on average but for 
some areas increases go up to 220%. 
2.1 Wages and salaries in the public sector are increased by 4% on 1 January 
and by another 4% with effect from 1 July 1991. 
16.1 New issue ofECU-linked Treasury bonds with a duration of 1 to4years 
all bearing interest of 11% p.a. 
22.1 According to a decision by the Bank of Greece, the percentage of 
deposits which the commercial banks are obliged to invest in Treasury bills 
and bonds is reduced from 40% to 35%, effective by 31 January; by 31 July it 
will be further reduced to 30%. 
Spain (E) 
11.1 Investment abroad in securities not quoted on the stock exchange is 
liberalized. As a result, securities may be purchased on all markets and in all 
currencies. 
11.1 The Government approves a 6.5% rise in the statutory minimum wage. 
France (F) 
20.12.1990 The Governor of the Bank of France announces the targets for 
French monetary policy. The target range for money supply growth in 1991, 
based on the new aggregate M3, is 5%-7%. 
31.12.1990 Under the Finance Law for 1991, the establishment of a new 
social security levy, the Contribution sociale généralisée (CSG), is published in 
the official gazette. Its purpose is to finance the social security system more 
fairly and by uniform deductions. From 1 January, it will be levied on 95% of 
gross wages, incomes and allowances, at the rate of 1.1% which can be 
amended each year. 
1.1 The minimum statutory wage (SMIC) is uprated on 1 January, as are 
various social security benefits and contributions. The SMIC goes up from FF 
31,28 to FF 31,94 an hour, or, for 169 hours' work a month, to FF 5 397,86 
gross (compared with FF 5 286,32 previously) and to FF 4 431,10 net. The 
guaranteed wage of young people with less than six months' experience is 
increased from FF 25,02 to FF 25,55 an hour. 
1.1 The domestic duty on petroleum products is raised by approximately 
1.6%. 
Ireland (IRL) 
30.1 Government presents Budget 1991 to Parliament. Macroeconomic 
impact is broadly neutral, with only marginal reduction in net borrowing in 
terms of GDP. Main features relate to taxation policy with income tax rates 




21.1 Minimum wages are increased by 7.5% from 1 May 1991. 
Netherlands (NL) 
31.1 The Nederlandsche Bank raises its discount rate from 7.25% to 7.75% 
and its secured loans rate from 8% to 8.50%. The rate for its special advances, 
which had been cut by 0.1 percentage point on 7 January, remains unchanged 
at 8,80%. 
Portugal (P) 
24.1 The Government approves new legislation introducing the radical 
reform of stock markets. 
United Kingdom (UK) 
None. 
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